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This study investigates the relative importance of transport infrastructure in 
attracting FDI to three different regions in China based on 28 Chinese 
provincial economies from 1995 to 2008. Using fixed effect panel data 
approach, transport infrastructure is seen to have contributed to the relative 
attractiveness of the provinces, especially in west and middle regions, while 
the effect is not significant in the east region. The impact of other forms of 
infrastructure, such as telecommunication infrastructure, seems to exhibit 
similar positive impact, though to a lesser extent. Consistent with previous 
studies, other variables such as agglomeration effect, market size and policy 
incentive yielded the expected signs and results and seem as main drivers of 
FDI. Regional differences exist. Very interestingly, the extent and presence of 
good transport infrastructure in neighboring provinces have a significantly 
positive impact on local FDI decision. 
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The past decade has witnessed foreign direct investment as an important 
engine for China‟s economic growth, with FDI increasing from 1.96 billion 
USD in 1985 to 92.4 billion USD in 2008 (Chinese Statistical Yearbook).  
 
China moved from restrictive to reformed policies in the early 1980s. From 
the mid 1980s the focus was on encouraging FDI in general. The focus shifted 
to encouraging more high-tech and more capital-intensive FDI projects in the 
mid-1990s (Fung et al., 2004). During the reformed period, the Chinese 
government established four Special Economic Zones (SEZs) in Guangdong 
and Fujian provinces and offered special-incentive policies to FDI in these 
SEZs. While FDI inflows were highly concentrated within these provinces, the 
amount remained rather limited (Cheung and Lin, 2004). After 1984, Hainan 
Island and 14 coastal cities across ten provinces were „opened‟, and FDI levels 
really started to take off. The realized value of inward FDI to China reached 
3.49 billion USD in 1990. The preferential regimes policy resulted in an 
overwhelming concentration of FDI in the east. The expected spillover effects 
from coastal to inland provinces failed to materialize. In reaction to the 
widening regional gap, more broadly-based economic reforms and open door 
policies were advocated in the 1990s. By the second quarter of 1992, Deng 
Xiaoping adopted a new approach which turned away from special regimes 
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toward a more nationwide implementation of open policies for FDI inflows. 
New policies and regulations encouraging FDI inflows were implemented and 
produced remarkable results. Since 1992 inward FDI in China has accelerated 
and reached a peak level of 45.5 billion USD in 1998. After a drop due to the 
Asian crisis, FDI inflows into China surged again, so that by 2003 China 
received more than US$50 billion in FDI, surpassing the United States to 
become the world‟s largest single recipient of FDI (Forbes, 2005). China‟s 
entry to the WTO in 2001 enhanced its integration in the international 
economy and reinforced the FDI attractiveness of China. Now the crucial issue 
for China‟s policy makers is to guide FDI to disadvantaged areas such as west 
and middle provinces given severe regional economic development disparities 
between coastal and interior regions. 
 
Transport infrastructure development gap represents one of the regional 
inequality problems among Chinese provinces. Transport infrastructure 
improvements help to attract FDI through reduction in monetary and time 
costs of procurement of primary and intermediate inputs and distribution of 
finished products. 
 
Most studies on the determinants of FDI look at the impact of general 
infrastructure without differentiating the effect of transport infrastructure from 
that of other forms of infrastructure. In addition, the existing literature 
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generally paid little attention to regional variations of FDI location 
determination mechanisms. As east region is not in the same level in terms of 
market size, transport infrastructure and early year‟s policy support when 
comparing with the other two regions, the important FDI location 
determination factors in east region may not work the same way in middle and 
east regions. Furthermore, with regard to research on the spillover effect of 
transport infrastructure in determining FDI decision, there is an even greater 
dearth of literature, among the very few being Yang et al. (2010), while some 
studies demonstrate the existence of spillover effect of transport infrastructure 
in economic growth and productivity (Hulten, 2004). Given these 
considerations, evidence on how the transport infrastructure in different 
Chinese regions influences foreign investors‟ decision making remains 
incomplete. 
 
This study aims to provide a detailed analysis of the role played by transport 
infrastructure in attracting FDI in three different regions. FDI data at the 
provincial level for the period 1995-2008 was employed in this study. This is 
the period in which FDI spread from highly concentrated Pearl River Delta 
(PRD), and hence Guangdong province, towards other eastern regions as well 
as recently the western and middle provinces (Chan et al., 2008). Before the 
econometric model is made, I first explore the economic theories such as 
regional comparative advantage theory, new economic geography theory, new 
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institutional economics theory and the related empirical literature, and 
comprehensively identify the potential determinants which can explain the 
spatial distribution of FDI in China and format two hypotheses on transport 
infrastructure. 
 
Panel data regressions employing fixed effect approach to control for province 
specific effects and time fixed effects were then carried out. The results are 
summarized as follows: First, transportation infrastructure has been a 
significant determinant in making the province attractive to foreign direct 
investors and this impact is much more prominent in west and middle regions 
than that in east region. A similar pattern is also observed for non-transport 
infrastructures. Second, the result confirms the existence of transport 
infrastructure spillover effect in attracting FDI, suggesting that a 
comprehensive network in neighboring province has had a significant positive 
impact on local FDI inflows. Third, market size is a very important factor in 
attracting FDI in the east region while policy incentive is more prominent in 
middle and west regions. A China‟s map consisting of the three regions is 























By providing an assessment of the relative importance of transport 
infrastructure to FDI location decision in different regions, this study provides 
some guidance on the kinds of policy instruments that would be most 
successful in attracting FDI to disadvantaged regions. This study also sheds 
some light on the spillover effect of transport infrastructure in attracting FDI, 
suggesting the transport network should be considered in entirety to maximize 
benefit when major transport development projects are planned by the 
government. 
 
The rest of the paper is structured as follows: Section 2 provides a 
comprehensive literature review which summarizes the determinants of the 
regional distribution of FDI and formats two hypotheses on transport 
infrastructure. Section 3 presents the empirical framework and the choice of 








2. Literature Review 
The location determinants of FDI have been widely studied by international 
and regional economist. Traditional theories assuming imperfect markets such 
as Vernon‟s product life cycle hypothesis (Vernon, 1966), Hymer‟s Industrial 
Organization Hypothesis (1976) and the Internalization Hypothesis developed 
by Buckley and Casson (1976) have investigated the motivation and location 
determinants of FDI from different perspectives. Dunning (1977, 1979, 1988) 
synthesized the existing theories of foreign direct investment and developed a 
new theoretical framework. The theoretical framework has been referred to as 
the eclectic theory of international production which analyzes the pattern and 
determinants of FDI in terms of ownership-specific, internalization and 
location advantages (OIL). Location advantages are those advantages specific 
to a country due to labor costs, market factors, resource endowments, 
infrastructures and government policies etc., which determine the choice of 
production site. 
 
FDI inflows into China have been high and regionally dispersed. Figures 2, 3, 
4 illustrate FDI inflow trends for 28 Chinese provinces in three different 
regions. Most of them exhibit increasing trends. China has explicit policies to 
encourage FDI in some specific regions, and has set up different Economic 
and Technical Development Zones for foreign investor. In addition, FDI 
inflows have created a lot of policy debate within China because of its close 
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links to the diversion in economic growth rate (Huang et al., 2003; Chan et al., 
2008). 
 
Common determinants of FDI which have been identified and tested in 
various empirical studies include market size, degree of openness, labor cost, 
labor quality, policy incentives, infrastructure and FDI stock. These 
determinants have been the focus of theories such as regional comparative 
advantage, new economic geography and new institutional economics.  
 
2.1 Comparative Advantage Theory 
The location choice of FDI involves corporate decision-making behavior 
which seeks to maximize the rate of return on investment. Foreign investors in 
choosing FDI sites, compare the relative attractiveness of alternative locations 
of investment. The comparative advantage of a region is based on cost 
comparison of market size, degree of openness, labor cost, labor quality and 
other intermediate inputs. 
 
2.1.1 Size of Local Market 
When FDI is oriented toward serving domestic market, a large local market 
increases the likelihood of the location being chosen. This is because larger 
market size represents better economic conditions and larger potential 
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consumer demand for goods and services. There is evidence that market size 
factor explains variation of FDI across provinces. Broadman and Sun‟s cross 
sectional study (1997) showed that a province‟s FDI stock increases with its 
market size. Buckley and Meng (2005) examined the horizontal and vertical 
FDI motives in Chinese manufacturing sector, and they found that for the 
period 1992-2002 the market-oriented FDI dominated. The significant and 
positive impact of market size on regional distribution of FDI is also 
confirmed by Wei et al. (1999), Sun et al. (2002) and Lee et al. (2004).  
 
2.1.2 Labor Market Conditions 
Much production facilities for assembly in China have been driven by the 
comparative advantage in labor intensive production (Liu et al., 1997). From 
this observation alone, however, it is not clear whether differences in labor 
costs can also explain the regional distribution of FDI across Chinese 
provinces. Some studies conclude that lower labor costs were an important 
factor for China to attract FDI inflows (Ying Chen, 1997; Coughlin and Segev, 
2000; Fung et al., 2002). Others show that there is no significant relationship 
between the labor cost and the locational differences in distribution of FDI 
(Head and Ries, 1996; Broadman and Sun, 1997; Xu and Wang, 2002). A few 
even reported a positive relationship between them (Fu, 2000; Wei, 2000; 




Recent literature stress the growing importance of labor quality, since high 
technology level productions require highly skilled and quality labor. Sun et al. 
(2002) argue that there is a nonlinear relation between wage rates and FDI for 
the period 1986-1998, positive before 1991 and negative thereafter, while 
labor quality is a positive attractor of FDI throughout the sample period.  
 
As the relationship between labor cost, labor quality and spatial distribution of 
FDI remains ambiguous, labor market condition factor is decomposed into two 
indices in this study, i.e. labor cost and labor quality, to test the impacts on 
regional FDI inflows respectively. 
 
2.1.3 Degree of Openness 
The degree of openness represents the link between the local market and 
international market. It is a standard hypothesis that degree of openness 
promotes FDI (Hufbauer et al., 1994). Foreign investors originate mainly from 
open market economy background, and are more likely to choose potential 
FDI locations with a high level of openness. It is especially true when the 
foreign direct investors are motivated by rather the prospects of export market 
than the domestic market. Empirically, many previous studies show that 
degree of openness is a quite important factor in influencing choice of FDI 





2.2 New Economic Geographic Theory 
2.2.1 Agglomeration Effect 
The importance of agglomeration effects to explain FDI is related to the 
emergence of the new economic geography literature (Paul Krugman, 1991). 
The central thinking is that a firm‟s location choice involves a trade-off 
between making use of positive externalities that come from agglomeration 
and the negative effects such as congestion problem that agglomeration has on 
factor costs. Since China just recently opened up to foreign capital, it provided 
for an ideal research ground to observe the dynamics of FDI location choice. 
The seminal paper in this approach is Head and Ries (1996) who, controlling 
for other factors, found strong agglomeration effects in FDI decisions, 
concentrated in the coastal areas‟ export processing zones. Following them, 
there are many empirical study investigating this effect. For example, Cheng 
and Kwan (2000) found a strong self-reinforcing effect of FDI on itself using a 
partial stock adjustment model. Coughlin and Segev (2000) apply a spatial 
error model to control for special autocorrelation among Chinese provinces. 
Their results indicate that foreign investors tend to choose provinces with FDI 
intensive neighbors. And recently Amiti and Javorcik (2008) use firm level 




2.3 New Institutional Economics Theory and Policy Incentive 
The new institutional economics literature stresses the role of „rules of game‟ 
in economic development. It has been noticed that there are large differences 
in institutional quality across Chinese provinces, for example in controlling 
corruption (Li and Park, 2006; Cole et al., 2006) and property rights protection 
(Cheung & Lin, 2004). Previous studies show that institutional variables such 
as control of corruption and legal development have had a positive impact on 
attracting FDI. Moreover, institutions also refer to central government‟s policy 
support, local government‟s effectiveness and provision of public goods (La 
Porta et al., 1999). For example, Zhao (2009) claims that foreign direct 
investment flows are higher to regions with smaller government size and 
lower state-own economy ratio. Li and Park (2006) showed that MNCs favor 
provinces with better infrastructure in the form of communication facilities, 
roads and electricity provision. 
 
2.3.1 Policy 
Establishing regional variations by offering preferential economic policies is 
crucial in order to attract foreign investment into China. It is well known that 
the reform and opening-up of China began with the preferential policies 
granted to Guangdong and Fujian provinces to establish and enhance their 
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economic and foreign trade activities. In 1980, four special economic 
zones(SEZ), typical of which was the Shenzhen SEZ, were set up as a pilot 
scheme. In 1984, 14 more eastern coastal cities were opened to FDI and this 
gathered the pace of the coastal regions‟ opening up by 1985. In 1988 the 
whole island of Hainan was established as a SEZ. In 1990, Pudong in 
Shanghai was opened up for development, followed by the opening-up of the 
inland cities along the Yangtze River and land frontier cities after 1992. 
Empirically, many studies have concluded that preferential policy has 
significantly positive influence on the location decision of foreign investors in 
China (Cheng and Kwan, 2000; Wu, 2004; Deng, 2010). 
 
2.3.2 Infrastructure 
Infrastructure can have a positive impact on FDI through increased 
accessibility and reduced costs in transportation and information collection. 
Many previous studies demonstrate that the development of various kinds of 
infrastructure has a positive effect on the location of FDI (Coughlin et al.,1991; 
Wheeler and Mody, 1992; Cheng and Kwan, 2000; Globerman and Shapiro, 
2003; Lee, 2004). To better investigate the specific impact of transport 
infrastructure, the infrastructure element is decomposed into two parts, namely 
transport infrastructure and telecommunication infrastructure. 
 
2.3.2.1 Transport Infrastructure 
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The variable central to this study is transport infrastructure. Superior transport 
infrastructure development may have positive influence on the location choice 
of FDI through reducing cost in transportation and promoting flow of 
production factors, taking advantage of scale economies. Figures 5, 6 and 7 
illustrate transport infrastructure growth rates and real FDI inflow growth rates 
through the years for three Chinese regions. Most of them exhibit positive 
correlation. 
 
In addition, roads and highways, for example, are lumpy joint networks with 
many different segments. The benefits associated with any one segment of the 
network depend on the size and configuration of the entire network, and not 
just with that segment. Spillover externalities between network segments are 
therefore potentially important. Interesting study from Hulten (2004) 
demonstrated the existence of spillover effect of transport infrastructure in 
productivity and economic growth. Based on this thinking, the hypothesis of 
the existence of spillover effect of transport infrastructure in attracting FDI is 
also brought out in this study. 
 
Of particular interest is the transport infrastructure in neighboring provinces. 
These “external” infrastructures may be relevant because they can directly 
affect the local FDI firms, especially those targeting at markets in neighboring 
provinces. Compared with local transport infrastructure, the external ones 
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could also be less affected by endogeneity bias due to omitted local factors 
(e.g. local market development level). 
 
2.3.2.2 Telecommunication Infrastructure 
To control for other types of infrastructure, telecommunication infrastructure 
has been incorporated. The existence of good telecommunication 
infrastructure enhances a region's position in attracting FDI as it reduces costs 
in transaction, operation and information collection as well as saves time. The 
significant and positive impact of telecommunication infrastructure on 
regional distribution of FDI is shown by Khadaroo and Seetanah (2009). 
 
2.4 Summary 
While FDI determinants have been analyzed extensively, these studies focused 
on the general level of infrastructure and paid little attention to the variation of 
FDI location determination mechanisms in three different parts of China. 
Notable exception is the study by Guo and Han (2009) which showed that the 
relaxed environmental regulation in the east of China has a positive impact on 
FDI entry, while the relation between environmental regulation and FDI isn‟t 
notable in the middle and west regions. It was also found that good 
infrastructure is more important in middle and west regions than that in east 
region. However a composite infrastructure index is used as proxy variable 
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without differentiate transport infrastructure‟s impact from those of other 
infrastructures. This study focuses on transport infrastructure using 
telecommunication infrastructure as a control variable. 
 
In addition, very few empirical studies paid attention to the spillover effect of 
transport infrastructure in determining FDI decision, while some literature 
demonstrate the existence of spillover effect of transport infrastructure in 
productivity and economic growth.  
 
Thus, the current study attempts to supplement the literature in the following 
aspects: 
 
First, to investigate importance of transport infrastructure on FDI while 
controlling for other types of infrastructure in recipient provinces, another 
proxy for the general level of other infrastructure - the ratio of total business 
volume of post and telecommunication to GDP was constructed, in addition to 
the traditional measure of infrastructure, the total length of highway and 
railway per unit of land mass. 
 
Second, studying the significance of the FDI determinants and comparing 
different FDI location determination mechanisms in three different regions of 
China provide an assessment of the relative importance of transport 
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infrastructure as well as other factors in different regions and provide better 
understanding of regional differences in attracting FDI. 
 
Third, by testing the impact of neighboring provinces‟ transport infrastructure 
on local province‟s FDI inflow, this study identifies a significantly positive 
relationship between them, suggesting the existence of “spillover effect” of 






3. Empirical Framework and Data 
3.1 Empirical Model Set-up 
Further to discussion of literature in Section 2, two main hypotheses about 
transport infrastructure are brought out and the following economic 
relationship is postulated. 
 
Hypothesis 1: Transport infrastructure plays an important role in attracting 
FDI. The area with better improvement in transport infrastructure, has the 
tendency to achieve larger FDI inflow growth. 
 
Hypothesis 2: Not only the local transport infrastructure matters, but also the 
neighboring transport infrastructure plays a crucial role in attracting FDI. 
 
        
                                                
                                                
  
             (1) 
 
Where,   index the provincial economies and   index time. The 
LOCALTRAN and NEIGHTRAN are the central variables in this study and 
the others act as control variables. Below are the detailed definitions of the 
variables.  
 
FDI inflow (FDI): The annual inflow of real foreign direct investment in 
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China in terms of RMB, measured in 1990 constant price. 
 
FDI Stock (CFDI): The real cumulative FDI stock, measured in terms of 
RMB in 1990 constant price, to act as a proxy to capture the agglomeration 
effect of FDI.  
 
Local Transport Infrastructure (LOCALTRAN): The total length of 
highway and railway per unit mass of land in local province, to act as the 
proxy to assess the level and quality of local transport infrastructure.  
 
Neighboring Transport Infrastructure (NEIGHTRAN): The total length of 
highway and railway per unit mass of land in neighboring provinces is the 
proxy used to assess neighboring province‟s transport infrastructure condition. 
 
Telecommunication Infrastructure (TELE): The ratio of total business 
volume of post and telecommunication to GDP as a proxy for 
telecommunication infrastructure. This ratio is a more comprehensive measure 
for telecommunication infrastructure than the number of telephones available 
per 1000 people. 
 
Degree of Openness (OPEN): The ratio of trade (export plus import) to GDP 




Labor cost (WAGE): The real wage calculated in 1990 constant price as a   
proxy for labor cost. 
 
Labor quality (EDU): The Barro & Lee Educational Attainment Dataset 
(Average Educational Year) as the proxy for labor quality. 
 
Market Size (PERGDP): Real GDP per capita using 1990 constant price as 
an indicator of the market potential for the products of foreign investors. 
 
Policy incentive (ETDZ): Policy incentive is represented by a dummy 
variable ETDZ. Chinese regional governments have been aggressive in 
competing for FDI through concessionary policies such as discounted land 
price and tax breaks. One popular instrument at the disposal of local Chinese 
governments is the Economic and Technical Development Zones that have 
been established across China to attract FDI. To capture this factor, I collected 
all the years when different national Economic and Technical Development 
Zones (ETDZ) were set up in various provinces. The ETDZ variable measures 
the number of ETDZ in a specific province from 1995 to 2008. The ETDZ 
variable is calculated as the real number of National Economic and Technical 
Development Zone plus 1 where „1‟ is added to allow for zero Economic and 
Technical Development Zone in some provinces in early years. Furthermore, 
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compared with other commonly used policy proxy such as Special Economic 
Zone and Open Coastal Cities, ETDZ is a more reliable and comprehensive 
proxy because it is much more widely distributed across China. 
 
Instead of assuming a simple linear relationship between the dependent and 
independent variables, the basic model is of the semi log-linear form following 
the literature (Adeisu, 2002; Chen and Xu, 2007; Guo et al., 2009): 
 
        
                                                             
                                                                 (2) 
 
where,    captures province specific effects,    captures time fixed effects, 
and     is an error term. All independent variables in lagged one period form 
are used to avoid the simultaneity problem, because this year‟s FDI inflow can 
not affect last year‟s transport infrastructure, wage level, etc. 
 
Unfortunately the correlation matrix of all explanatory variables in equation (2) 
shows the existence of relatively high correlation relationship among some of 
the explanatory variables which may lead to multi-collinearity problem. In 
addition, there are obvious trends in the dependent and independent variables 
which may affect stationarity. The first step is to take first difference to solve 
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these problems, and the model becomes: 
 
                                                              
                                                                     
                                                            (3) 
where,    captures province specific effects (because of taking the first 
difference, the    here has a different meaning with the one in equation (2)), 
   captures time fixed effects, and     is an error term. Note that the policy 
proxy variable ETDZ does not take a first difference form due to its relatively 
time invariant in some provinces. Since our main purpose here is only to 
identify whether policy incentive is significantly important in attracting FDI 
and not to measure the magnitude, this treatment does not matter a lot. 
 
Of particular interest is to further test the impact of neighboring provinces‟ 
transport infrastructure on local province‟s FDI inflow by including 
neighboring provinces‟ transport infrastructure proxy into equation (3) to get 
equation (4): 
 
         
                                                            
                                                                 




where,    captures province specific effects,    captures time fixed effects 
such as national wide shock, and     is an error term. 
 
Here the small size of the sample fails the asymtotic assumptions required to 
perform the Hausman test, so the random effect estimation method can not be 
technically rejected. A fixed effect estimation approach is thus taken. The 
reason is that the random effects analysis assumes that the measurements are 
some kind of random sample drawn from a larger population, while my 
sample is basically already all the provinces in China, not randomly selected. 
In addition, modeling an effect as random effect goes with the assumption that 
the random effects are uncorrelated with the explanatory variables. Very likely 
this is not in accordance with reality, which then can lead to biased results.  
 
By using the fixed effect, several assumptions are made. First, we assume the 
effect of all other possible factors for FDI inflow as fixed effect for each 
province. It rules out the possible impact of culture, distance, etc. Second, all 
explanatory variables are exogenous, due to data limitations.  
 
3.2 Data Availability  
The provincial data sets in this study are mainly collected from various issues 
of the China Statistical Yearbook (1995-2008) and China Labor Statistical 
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Yearbook (1995-2008), published by the National Bureau of Statistics of 
China. Some missing data are obtained from local government statistical 
yearbooks. The sample in this study includes all inland provinces except for 
Tibet and Qinghai, due to lack of some data sets. Table 1 presents summary 
statistics of the sample.  
 
Table 1: Descriptive Statistics 
 
Variable Obs Mean Std. Dev. Min Max 
FDI 392 1087543 1554887 7712 8254299 
CFDI 392 8474553 14237308 90512 97599103 
LOCALTRAN 392 4551.956 3283.599 190.6084 18631.18 
NEIGHTRAN 392 4194.854 2664.638 500.1354 13749.84 
TELE 392 0.091695 0.054060 0.016007 0.272509 
OPEN 392 0.324776 0.415369 0.019073 2.051279 
WAGE 392 5633.194 2997.882 2093.043 18566.89 
EDU 392 7.760448 1.008159 5.350000 11.08531 





4. Results and Interpretations 
Table 2 reports the correlation matrix of all independent variables in equation 
(3) and (4). No correlation coefficient is especially large. No severe 
multi-collinearity problem exists in this panel regression. 
 
Table 2: Correlation Matrix 
 
  ln      ln           ln                       ln     
   
      
           
 ln      1.000         
 ln          -0.087  1.000        
 ln          -0.103  0.655  1.000           
      -0.159 -0.055 -0.031  1.000       
      -0.075  0.009  0.015  0.043  1.000        
 ln     -0.292  0.108  0.130 -0.039  0.058  1.000      
   
      
 -0.123  0.132  0.194  0.056  0.038  0.115  1.000    
      0.055  0.116  0.118 -0.030  0.081 -0.076 -0.102  1.000   
     -0.026  0.030  0.052 -0.118  0.175  0.045  0.155  0.010  1.000 
                                         
 
4.1 Results without transport infrastructure spillover effect  
To test the hypothesis 1 to confirm that transport infrastructure plays an 
important role in attracting FDI in China, which means the area with better 
improvement in transport infrastructure, has the tendency to achieve larger 
FDI inflow growth, regressions based on equation (3) were carried out. 
Transport infrastructure is the central variable and the other factors act as 
control variables. The results without the inclusion of transport infrastructure 









Notes: Robust t statistics in parentheses. Significance at * 10%, **5%, ***1%. 
The estimations 1, 2, 3, 4 are for the whole country, the east region, the middle region and the west 
region respectively. 
East region: Beijing, Tianjin, Hebei, Shanghai, Jiangsu, Zhejiang, Fujian, Shandong, Guangdong, Hainan, 
Liaoning 
Middle region: Jilin, Heilongjiang, Shanxi, Anhui, Jiangxi, Henan, Hubei, Hunan 
West region: Inner Mongolia, Guangxi, Sichuan( including Chongqing), Guizhou, Yunnan, Shaanxi, 
Gansu, Ningxia, Xinjiang 
The criteria of this regional partition is based on the official explanation from National Bureau of 
Statistics of China, adjusted according to “Go West” Development Strategy 
  
 Estimation 1 Estimation 2 Estimation 3 Estimation 4 









































































     
     
Obs 364 143 104 117 
R
2 
0.256 0.228 0.341 0.310 
F statistic 3.229 2.031 3.816 2.911 
D-W stat 1.983 1.803    2.081 2.067 
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Table 3 summarizes the results. For the whole country estimation shown as 
estimation 1, the signs of estimated coefficients are generally as expected and 
consistent with findings from literature. Some interesting findings appear at a 
regional level. 
 
The positive sign and statistical significance of coefficient for transport 
infrastructure in estimation 1 suggests that from a national wide perspective, 
transport infrastructure improvement is a very important factor in location 
choice of FDI. This is consistent with hypothesis 1. 
 
From results of regional regressions, it can be observed that the coefficients 
for transport infrastructure are both larger and more significant in west and 
middle regions than that in east region. In east region, the coefficient for 
transport infrastructure is even insignificant. This suggests that FDI inflows 
into west and middle regions are more sensitive to transport infrastructure 
improvement than that into east region. 
 
First, Wheeler and Mody (1992) found that infrastructure quality is an 
important variable for developing countries seeking to attract FDI, but is less 
important for developed countries that already have high quality infrastructure. 
A similar pattern is observed here, suggesting that for countries with poor 
infrastructure, investment in improvements in transport infrastructure is 
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especially important in attracting FDI. 
 
Second, there seems to be some diminishing returns in transport infrastructure. 
For example, the first bridge has a greater impact on a region than the second 
or third. So given the transport infrastructure in east region has been already 
well established, further improvement has not been that important when 
foreign direct investors are looking for more crucial factors such as large 
market size and policy preference. 
 
Third, market size effect may also be a reason why transport infrastructure is 
important in west and middle regions. As is shown in Table 3, market sizes 
(PerGDP) are positively correlated with the provinces‟ FDI inflows at 5% 
statistical significance, except for west region. This result verifies the local 
market effect of the location distribution of FDI, which means FDI prefers 
areas with large market size and high level of consumption capacity, 
especially within the east region. A possible interpretation for this is that 
eastern China‟s FDI is more local market oriented than those in western China. 
Since west and middle regions‟ FDI is generally not local market oriented, the 
target is very likely east region‟s markets. So it is likely that a convenient 
transport network linked to the east region will be a crucial factor for FDI 




The role of telecommunication infrastructure in attracting FDI is similar to 
that of transport infrastructure. Table 3 shows that the signs of coefficients for 
telecommunication infrastructure (TELE) are positive and the coefficients are 
statistically significant for the whole country and west region, but insignificant 
in east and middle regions, suggesting again while telecommunication 
infrastructure remains important in FDI decision in the whole country, west 
region FDI is much more sensitive to infrastructure (both transport and 
telecommunication) than east region FDI. 
 
The impact on FDI of policy incentive seems have exhibited the same pattern 
as that of infrastructure. It is observed that the coefficients for ETDZ for all 
samples are statistically significant with the east region as an exception, and 
the signs are generally positive. In addition, the magnitude of the ETDZ 
coefficient in the east region sample regression is smaller than that in other 
samples. This result not only confirms the policy incentive effect in attracting 
FDI in Chinese provinces, but also suggests that this effect is more significant 
in the west and middle regions than that in the east region. This finding seems 
to be counterintuitive, as some may argue that policy favoritism has benefited 
the east a lot, and the impact should be therefore greater in this region than the 
rest of China. From the multinational enterprises‟ point of view, however, the 
east region has enjoyed policy support for a long time, and there are already 
many ETDZs in this region, so the new establishment of the ETDZ can be 
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seen as a sign of over-crowded FDI in certain „hot‟ eastern provinces, thus has 
no significant impact on attracting new FDI. But in west and middle region, 
this process has just begun and the policy support remains crucial because it 
brings in preferential land price and tax breaks which help to reduce the cost. 
In other words, this finding can be seen as the evidence for the effectiveness of 
the “Go West” Development Strategy. 
 
The signs of the coefficients for cumulative FDI stock are significantly 
positive in all four regressions, indicating that there exist strong agglomeration 
effects in the location choices of FDI, i.e. the cumulative FDI stock in an area 
can be an important demonstration for potential FDI inflows.  
 
Different from some of the previous studies, wage level has a positive impact 
on FDI attraction in the whole country especially in the east region after 
controlling for labor quality. It basically says that high wage can result in more 
FDI which is counter intuitive. However, other studies indicate the same 
phenomenon and the explanation might be the following: within a developing 
country, where its wage is far too low than that in developed countries, the 
relative lower labor cost in certain regions is not the deterministic 
consideration to foreign investors, as the higher wage level area enjoys larger 
market size, better infrastructure and greater investment environment. This 
result can also been seen as an evidence that low labor cost is no longer a 
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prominent advantage for Chinese provinces to attract FDI.  
 
The coefficients for labor quality are statistically insignificant for all the four 
estimations and the signs of coefficients are mainly positive except for west 
region. It shows that education level of the labor force has not been an 
important determinant for FDI location decision in this study. The negative 
sign for the west region sample also indicates that the FDI expansion fell 
behind the education progress in the west provinces. 
 
 
4.2 Results taking into account transport infrastructure spillover effect  
To further test hypothesis 2 to show the existence of transport infrastructure 
spillover effect and to investigate the determinants of the FDI inflows when 
this spillover effect is considered, equation (4) is estimated by including a 
proxy for neighboring provinces‟ transport infrastructure. Regression results 
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Obs 364 143 104 117 
R
2 
0.261 0.229 0.339 0.319 
F statistic 3.208 2.910 3.567 2.731 
D-W stat 1.971 1.851 2.108 2.058 
 
Notes: Robust t statistics in parentheses. Significance at * 10%, **5%, ***1%. 
The estimations 1a, 2a, 3a, 4a are for the whole country, the east region, the middle region and the west 
region respectively. 
East region: Beijing, Tianjin, Hebei, Shanghai, Jiangsu, Zhejiang, Fujian, Shandong, Guangdong, Hainan, 
Liaoning 
Middle region: Jilin, Heilongjiang, Shanxi, Anhui, Jiangxi, Henan, Hubei, Hunan 
West region: Inner Mongolia, Guangxi, Sichuan( including Chongqing), Guizhou, Yunnan, Shaanxi, 
Gansu, Ningxia, Xinjiang 
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From the results in Table 4, neighboring transport infrastructures are 
positively correlated with the local province‟s FDI inflow at 5% statistical 
significance in whole country and west region sample and at 10% statistical 
significance in east region sample. This result is consistent with Hypothesis 2, 
and confirms the existence of “spillover effect” of transport infrastructure in 
attracting FDI. A comprehensive transport network is thus very important in 
attracting FDI, and the lack of development in either local or neighboring 
transport infrastructure will hamper the FDI growth. 
 
By adding neighboring transport infrastructure variable to account for 
spillover effect of transport infrastructure, coefficients of local transport 
infrastructures in Table 4 are still significant, but smaller when comparing 
with those in Table 3. This means that excluding neighboring transport 
infrastructure variable, a common practice in existing studies, overstates the 
impact of local transport infrastructure on FDI inflow.  
 
The insignificant coefficient for neighboring transport infrastructure in the 
estimations for the middle region is possibly due to the fact that FDI 
expansion in the middle region did not catch up with its neighboring east 
region‟s fast transport infrastructure development.  
 
The results for other variables in Table 4 are generally in accordance with 
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those we obtained in Table 3, validating the robustness of our findings in 





5. Conclusion and Policy Implication: 
This study investigated the role of transport infrastructure in enhancing the 
attractiveness of FDI recipient regions and is based on a sample of 28 Chinese 
provincial economies over the period 1995–2008. Using panel data framework, 
results from the analysis show that transportation infrastructure improvement 
has been an important factor in attracting foreign direct investors to provinces 
and regions. This impact is greater in west and middle regions than that in east 
region. The same pattern is also observed in the case of non-transport 
infrastructures. This may due to the diminishing returns in infrastructure. 
Given the transport infrastructure in east region has been already well 
established, further improvement has not been that important when foreign 
direct investors are looking for other crucial factors. 
 
In addition, we also test for the impact of neighboring transport 
infrastructure‟s development on local FDI attractiveness. The positive and 
significant sign of the neighboring transport infrastructure confirms the 
existence of transport infrastructure spillover effect in attracting FDI, 
suggesting that a comprehensive neighboring network of transport 
infrastructure has a significantly positive impact on local FDI decision. 
 
The other classical factors included in the study generally yield the expected 
overall signs and results, with agglomeration effect, market size and policy 
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incentive among the main drivers of FDI from the national wide perspective. 
On the regional level, market size is a very important factor in attracting FDI 
in the east region while policy incentive is more prominent in west and middle 
regions. 
 
These findings suggest that transport and other infrastructure development as 
well as policy support are among the necessary conditions in attracting FDI. 
This is particularly true for west and middle regions. Since the China‟s 
government now is attempting to divert FDI into disadvantaged west and 
middle regions and boost the economic development there, these results would 
be quite important in guiding policies on FDI. First the government should put 
more investment into infrastructure development (especially transport 
infrastructure) in west and middle provinces so as to achieve higher FDI 
growth in these areas. Second, the spillover effect of transport infrastructure 
should be fully aware and the transport networks should be considered in 
entirety to maximize benefit. Third, more preferential policies should be made 
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Figure 5: Real FDI Inflow Growth Rate and Transport Infrastructure 
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Figure 6: Real FDI Inflow Growth Rate and Transport Infrastructure 
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Figure 7: Real FDI Inflow Growth Rate and Transport Infrastructure 
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